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Questions in Search of Answers
by JULIUS W. PHOENIX, JR.
Partner, Executive Office
Presented before The Accounting and Taxation Symposium, North Carolina
Association of Certified Public Accountants, Chapel Hill — November 1964

When

I graduated from the University of North Carolina, I was not
aware of many unresolved questions about accounting and I was
sure I had the answers to those I did know about. The older I get,
however, the more I am aware of questions and the less certain I am of
the answers. Frankly, I am concerned about many of the questions we
face because we may attempt to answer them without really understanding
what the basic issues are.
One might ask why there are so many unresolved questions today.
It may be that technological advances and broad social, economic, and
political changes have so affected business that we must seek answers
to new questions. It may be, on the other hand, that we are seeking
better answers to the same old questions because the dollar amounts are
now bigger. I think it is fair to say that both of these factors contribute
to the questions that face us today.
QUESTIONS BEING CONSIDERED IN THE AICPA
Without suggesting solutions, I shall outline some of these questions
that are in various stages of consideration by the Accounting Principles
Board and the Research Department of the American Institute of Certified
Public Accountants. If I appear to be offering solutions instead of posing
questions, please keep in mind that questions are made clearer by arguments concerning possible solutions.
Technological advances have increased our problems in accounting
for research and development costs. Here we must decide whether to
defer these costs or to charge them against income when they are incurred. We must decide whether basic research should be treated differently from applied research and whether both should be treated differently from development costs.
Somewhat similar questions are being explored separately for the
extractive industries, where product costs are difficult to determine, and
where the same costs may produce more than one product.
Social changes with an increased emphasis on employee welfare
have magnified problems that have been with us for years. Thus, we are
still trying to resolve how to account for pension costs. I shall have more
to say about this later.
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Changes in our economy have resulted in our becoming almost engulfed in a series of mergers and business acquisitions. This has caused
us to reexamine the problems of business combinations and intercorporate
investments. Thus we are still trying to resolve the difficult question
of what constitutes a pooling of interests and, perhaps more difficult, how
we may prevent the pooling concept from being used in inappropriate
circumstances. In many, if not most, of these combinations we confront
accounting for intangibles—particularly goodwill. A separate research
study is being devoted to accounting for goodwill.
In intercorporate investments, we have the problem of when and how
to include subsidiaries in consolidation and whether to carry investments
in companies not consolidated at cost, market value, or equity in the
underlying assets. When the investments are in companies located abroad
we must also decide how to translate foreign currencies into dollars.
Another major accounting question created by conditions in our
economy is how to account for changes in price levels. The objective,
of course, is to give accounting recognition to the effects of inflation.
In doing so, many complex problems must be resolved to convert financial
information in an understandable way. Problems include selecting an
index when those available are not applicable in all situations. One of the
most troublesome questions is how to account for the so-called "gain" in
purchasing power that results from holding monetary liabilities during
a period of increasing price levels.
Even the world of politics has given us questions for which we
must seek answers. We all know that changes in our tax laws are often
made with the objective of encouraging our economy in one direction
or another. Thus, we have the accelerated methods of depreciation, which,
because they provide for more tax depreciation than is frequently necessary
for accounting purposes, are a prime cause of tax-effect accounting and
all of its related problems. I shall also have more to say about this later.
Finally, at its meeting this week, the Accounting Principles Board
will consider undertaking new studies of accounting for income and retained earnings and the concept of materiality. These are certainly old
questions in search of new answers.
BROAD ISSUES
In this brief run-down of the major subjects under consideration by
the Board and the Institute's Research Department, you may have noticed
that the subjects are fairly narrow and are comparable to those considered
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by the Board's predecessor, the Committee on Accounting Procedure.
Although these subjects are important and should get careful attention,
there are broader issues that cut across and are common to many of these
subjects. I think it is important to consider these broader issues so that
consistent solutions will be developed for the narrower subjects.
A major consideration of the broad issues was attempted in Accounting
Research Study No. 3, " A Tentative Set of Broad Accounting Principles
for Business Enterprises," prepared by Robert Sprouse and Maurice
Moonitz and published by Dr. Moonitz in his then capacity as Director
of Accounting Research of the Institute. This study did not receive wide
acceptance, principally, I think, because it did not accomplish the balance
between the theoretical and the practical necessary for sound, acceptable
accounting.
That this attempt to develop a broad set of accounting principles may
have been unsuccessful is relatively unimportant as long as we continue
the effort to produce one. The Institute's Research Department is currently taking an inventory of accounting principles and practices in various
industries and the results of this project should be useful in the next effort
to produce a set of accounting principles. In the interim we should give
attention to the broad issues that run through the problem areas under
consideration.
The broad issues I have in mind relate to the general nature and
measurement of assets and liabilities or income and expense. I shall discuss
some aspects of two of these: liabilities and the carrying basis of assets.
Liabilities
So far as I am aware, there is no definitive accounting principle dealing
with liabilities. In the absence of one we are left with different concepts
that can lead to different answers to our accounting problems. Liabilities
are usually defined in terms of an "obligation," which, I submit, is not
adequate. Nevertheless, these definitions take us part way and are therefore useful. As a partial definition, then, I shall adopt the one given by
Sprouse and Moonitz in their "Broad Accounting Principles":
Liabilities are obligations to convey assets or perform services, obligations resulting from past or current transactions and requiring
settlement in the future.
This definition is inadequate in that it does not say what type of
obligation constitutes a liability for accounting purposes. Should a liability include only legally enforceable obligations or should it include
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other types of obligations, such as moral obligations and voluntarily
assumed obligations?
Legally enforceable obligations would include those currently enforceable (such as accounts payable or bonds), those that will become enforceable merely through the passage of time (such as accrued payrolls or
accrued interest), and those that will become enforceable after some future
determination as to past transactions (such as tax assessments and damage
claims). I assume we can agree that legally enforceable obligations should be
recorded when they are reasonably determinable and should be disclosed
when they are not.
Moral obligations would include those obligations that you or I might
think a business ought to pay in a sense of fairness or some other subjective standard. For example, we might say a business has a moral obligation to make a contribution to the community chest, to make good on
faulty merchandise even though sold without a warranty, or to pay a
pension to a retired employee. I assume we can agree that moral obligations should not be recorded unless, perhaps, they have been voluntarily
assumed by the company or forced upon it by business practice.
This leads us naturally to voluntarily assumed obligations. I am
here talking about obligations that a company may fully intend to pay
but which it cannot be forced to pay if it changes its intentions. This is a
very difficult area—one that needs careful study. The need to record
the obligation can depend on the extent to which the company's intention
is formalized (by action of the Board of Directors, for example), is communicated to the affected parties, is not conditioned on future events,
and is consistent with its past actions. Another factor to consider is that,
because of established business practices, some assumed obligations could
not as a practical matter be discontinued (for example, once a company
begins to grant paid vacations it is almost inconceivable that it could ever
stop doing so, as long as it stays in business). I would venture that where
all of these factors exist, a voluntarily assumed obligation should be
recorded, but where none of them exist, a voluntarily assumed obligation
need not be recorded. Obviously, this leaves open a vast sea of variations in
between.
Unless we are clear in our position and support it with compelling
arguments, we may expect that many companies will resist recording
an obligation that is not legally enforceable—especially where to do so
might affect the company adversely under indentures, loan agreements,
and the like, or might result in the obligation's becoming legally enforceable.
I think we should be extremely cautious in adopting principles of
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accounting that require the recording as liabilities of amounts not legally
enforceable.
Pension Costs
The liability for pension costs is a case in point. A leading proposal
for accounting for pension costs would require the full accrual of current
and past service costs. The full accruals would be required even if there
were no legal liability for them and the company had no intention of
funding all of them.
I think this proposal goes too far.
A fund sufficient to pay all pensions as they become due under the
plan may be provided by contributions considerably below this full-accrual
level. The reason for this is that it is not necessary to fund pension benefits
before they vest. A funding program that provides a fund equal to the
present value of all vested benefits will, if the actuarial assumptions are
valid, be adequate to provide all benefits as they become due under the
plan—and this is true whether the plan continues indefinitely or terminates.
The minimum funding required for qualified plans under the Internal
Revenue Code is, in general, current service cost plus interest on the
unfunded past service cost. Except in unusual circumstances, this minimum funding should provide a pension fund sufficient to pay all vested
benefits.
There does not appear to be any need to require the accrual of pension
obligations in excess of the amounts necessary to pay all vested benefits.
Certainly this is so when the company does not intend to pay the excess
accrual and when it will stay as a permanent amount on the balance sheet.
As a practical matter, this simply means that, in normal circumstances, there
should not be an accounting requirement to accrue past service costs.
But how about the abnormal circumstances? Here we are dealing
with companies whose funding programs will not provide funds sufficient
to cover vested benefits. These cases will be the troublesome ones.
In many pension plans, if not in most, the employer has either a
limited legal obligation, or no legal obligation, to make contributions to
the plan. In these cases, pension benefits are enforceable only to the extent
funds are available in the pension trust. This affords the company protection against a fixed charge—a protection carefully established and
guarded by the company. The result, of course, is that the employees'
pension benefits are at risk—but this is simply the fact, and it is the
accountant's job to report that risk, not to attempt to remove it. We should
avoid accounting based on what we think the employer's obligation ought
to be rather than what it is.
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When a company establishes a pension plan and commits itself to a
funding program, the program is an assumed obligation of the company.
As long as the program is systematic and does not distort the charges to
income between years, I think it should serve as the basis for pension
accruals.
Departures of accruals from payments under the funding program
might be necessary to prevent distortions in the charges to income between
years—as might happen if short-term changes were made in the funding
program because of, for example, security gains, changes in actuarial
assumptions, or temporary cash problems. Long-term changes in the funding program due to changes in actuarial methods, or in management's longrange policy, should probably be treated as matters of consistency.
If the funding program meets the employer's legal obligation but is
inadequate to provide for vested benefits, this fact should be disclosed,
but I think we should be very careful about going beyond this point.
Deferred Income Taxes
Deferred income tax is another example of a liability needing attention. It is difficult to fit deferred income taxes into the definition of liabilities. To keep the discussion simple, think of the deferred income taxes
that result from using accelerated depreciation methods for income tax
purposes only. Let me repeat the earlier definition:
Liabilities are obligations to convey assets or perform services, obligations resulting from past or current transactions and requiring
settlement in the future.
I suppose one could say that deferred income taxes result from the past
transaction of claiming accelerated depreciation—but this transaction reduced an obligation rather than created one. Furthermore, other future
conditions are necessary for any liability to materialize—the earning of
taxable income, for example.
In any event, if deferred income taxes are to be classified as liabilities,
they must represent amounts to be paid in the future. I assume all of you
have seen charts demonstrating that accumulated deferred income taxes
will not decline as long as the tax law does not change and the company's
property does not decrease. If you accept this, then I can say that, barring
these two events, any payment will be postponed until the liquidation of
the company. A t liquidation, the present accruals for deferred income taxes
will not be needed if the liquidation results in a loss—as they frequently
do. Furthermore, the lower capital gains tax rates may apply to some
of the gains.
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On top of this, the amounts at which deferred income taxes are
recorded are overstated because these taxes are, in effect, interest-free
obligations. Since they will not be paid until sometime in the future, their
claim against present resources must be something less than their "face
value." We could contract with financial institutions to pay them at specified
future dates and settle our obligation for substantially less than the "face
value."
On this basis, the amounts currently being shown for deferred income
taxes in many cases are overstated.
This is one of the important questions in search of an answer and I
suspect that the answer will be found in the practical world and not in the
theoretical world.
Carrying Basis of Assets
Another of the broad issues cutting across many problem areas is
whether the basis of assets should be cost or current value. Most of the
questions I have mentioned here today include some aspects of the cost-vscurrent-value issue. For example, the essential difference between the
accounting basis in poolings of interests and the accounting basis in purchases is the difference between cost and current value. The basic problem
in accounting for investments is whether to use cost or current value. This
problem is also present in determining pension costs for funded plans.
Goodwill is carried at a residual current value. That is, the portion
of the purchase price of a business that cannot be assigned elsewhere usually
is assigned to goodwill. In the extractive industries, the disparity between
the cost and current value of assets is frequently greater than in most
other industries. Finally, the adjustments made in price-level accounting
tend to move the basis of assets in the direction of current value and
frequently the result is a close approximation of current value.
I think we would agree that financial statements today do not purport
to be statements of value. In fact, I think we would agree that, with some
rare exceptions, the use of value, if it exceeds cost, is not in conformity with
generally accepted accounting principles.
Nevertheless, in spite of our efforts at explanation, the general public
still thinks that financial statements present value. Never has this been
more clearly demonstrated to me than in connection with the financial
statements of the President's family that my Firm examined this summer.
I am sure many of you saw the newspapers and noted how many times they
reported that Haskins & Sells said the value of the President's assets were
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so many dollars. This was in spite of the fact that our report clearly stated
that "the amounts at which the investments . . . are carried, are not
intended to indicate the values that might be realized if the investments were
sold."
How best to convey the meaning of financial statements to the public
is another question in search of an answer. I think we must find some
way to do this, because I do not believe that it is presently feasible—and
it likely never will be—for accounting to be based entirely on current values.
On the other hand, there are many places where current values can be
used. I think that generally accepted accounting principles should comprehend the use of these values in appropriate circumstances. Now it is
not easy to define the appropriate circumstances. Once we open the door
to values, we may find ourselves again in the situation existing in the 1920s
when appraisals were in vogue. A t the same time, there is an increasing
availability of market quotations, price indexes, and statistical methods of
estimation that provide objectivity on bases other than cost.
Aside from the fear of abuses and the need for objectivity, we resist
carrying assets at current values because those values have not been realized
and because cost is more conservative. Realization is an important concept
but I wonder if it should apply to all gains. For example, inventories
result from the operation of a business and they must be sold before they
have served their function. It makes sense to me to require that sales be
made before increases in the value of inventories are recognized. In contrast, marketable securities usually may be converted at prices readily determinable and without sales effort. Furthermore, marketable securities are
held to produce income through yield or increases in value. They serve
their function when they do so. In these circumstances, I see no need to
insist upon realization in order to recognize current values.
There also may be a distinction between real property held for investment and real property held for use in the business. In this case objectivity
is a major problem, but it may be that current value is the significant accounting figure for investment property whereas cost, possibly adjusted for
price-level changes, is the significant accounting figure for production
plant.
Before leaving the subject of values, something should be said about
conservatism. Accountants like to play it safe—we want to be sure that
assets and income are not overstated and that liabilities and expenses are
not understated. We should remember, however, that an understatement
of assets today can create an overstatement of income tomorrow. A n overly
conservative balance sheet may safeguard the buyer's interest but it may
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not be fair to the seller. We sometimes justify this on the ground that the
seller knows more about what he is selling than the buyer knows about what
he is buying. I suggest that often this may not be true.
I recognize the major stumbling blocks in changing from cost to current value and I do not advocate that we change immediately or that we
change for all assets. But I do think that financial statements might be
more meaningful if we gave more recognition to current values. A beginning would be to disclose current values and the basis for determining
them, parenthetically or in notes to the financial statements.
ACCEPTING NEW ANSWERS
One thing is certain: Any change to current values would have
to be made gradually. The same thing could be said about the recognition
of changes in price levels or any other accounting procedure that is substantially different from those generally accepted in the past. In the field
of accounting—as in most other fields—the new cannot be expected to be
universally accepted, nor the old universally rejected, overnight. Fortunately, this has been recognized by the profession.
The recommendations adopted last month by the Council of the American Institute provide a basis for introducing new accounting procedures
and for discouraging undesirable old ones. While the recommendations
dealt with the disclosure of departures from opinions of the Accounting
Principles Board, three very significant statements were made:
Generally accepted accounting principles are those principles which
have substantial authoritative support.
Opinions of the Accounting Principles Board constitute substantial
authoritative support.
Substantial authoritative support can exist for accounting principles
that differ from Opinions of the Accounting Principles Board.
I think these statements help clear the air about the meaning of "generally accepted accounting principles," because they establish that these
principles can exist apart from the Accounting Principles Board's opinions.
These statements also make it clear that the Board can, by its approval,
give the substantial authoritative support to a new accounting principle
to enable it to be considered a "generally accepted accounting principle."
Presumably the opinions of the Board will receive continuing consideration by the business community; the recommendation of Council
for disclosure of departures would certainly tend to make this so. If the
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Board's opinions are sound they can expect to gain other authoritative
support; if other support does not appear for an opinion, this will be a
sign that the Board should reconsider that opinion.
In the meantime we are going to continue to have alternative accounting
principles. I think it is almost certain that just as old alternatives are
eliminated, new ones will appear. Such is the price of progress.
Taking all of these things together, I am more confident than I have
ever been that the search for answers to our questions will be successful
and that our profession will continue to play a leading role in the search.

